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OPI NI ON

This appeal is made pursuant to section 186461/
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board in denying the petition of Dennis and
Cynthia Arnold for reassessment of |eopardy assessments
of personal income and penalties as follows:

Year or Period Anount
Denni s and
Cynthia Arnold 1978 $11,819.85*
Dennis Arnold 1979 467. 50"
1/1/80 to
5/1/80 41049. 00
Cynthia Arnold 1979 467.50%
1/1/80 tO
5/1/80 4,049.00

* | ncludes penalties.

I/Unless otnerw se specified, all section references
are t0 sections of the Revenue and Taxation Code as in
effect for the years or period in issue.
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Appeal of Dennis and Cynthia Arnold .

The issue on appeal is whether respondent's
reconstructions of appellants' income for the years at
I ssue are supported by the evi dence presented on appeal.

_ On April 30, 1980, a confidential reliable

i nformant advi sed the San Mateo Sheriff's Departnent that
an individual had placed $5,000 in a brown valise and was
planning to use that noney to purchase nethanphetam ne
from appel lants. Sheriff"s officers followed the indi-
vidual and saw him stop at appellants* residence for
approximately 10 mnutes. After the individual drove

away from appellants' residence, sheriff's officers stopped
him searched his car, and found the above-described
valise. The valise contained methanphetam ne, but there
was no cash as reportedly seen by the informant. A search
warrant of appellants' residence was obtained and the
ensui ng search reveal ed 2.08 pounds of methanphetam ne

and a total of $55,800 in cash. As a result of that
search, M. Arnold admtted that he sold narcotics in

1980. Appellants were subsequently arrested, and M.
Arnold was eventually sentenced to prison,

Upon receipt of the above infornation, respon- ‘
dent determned that appellants had received unreported
incone for the years at issue fromthe illegal sale of
narcotics. Respondent proceeded to reconstruct appel-
lants' income for that period and, determning that the
col lection of the appropriate taxes would be jeopardized
by del ay, issued jeopardy assessnents. In reconstructing
appel l ants' 1978 income, ‘respondent determined that they
failed to report as income for that year $100, 000 t hat
they transferred towards the purchase of real property.
In regard to 1979, respondent determ ned that appellants
had failed to file an income tax return for that year
Therefore, respondent estimated that appellants spent
$1,500 a nonth on |iving expenses for that.year, and
Included as income $6,000 from the sale of a tractor
which was evidenced by a receipt dated that year and
di scovered during the sheriff's raid. The 1980 assess-
ment was based upon the cash and the cost to appellants
of the methamphetamine found during the raid, a $2,000
cash purchase of a spa, and the sane cost of |iving
expenses as assumed in 1979, $1,500 per month. For 1978
respondent assessed a negligence penalty. For 1979,
respondent assessed a.negligence penalty and a penalty

for the failure to file a tax return. pellants filed a
petition for reassessnent, which was denied, and this .
appeal foll owed.
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Appel  ants have presented no argument as to why
we shoul d' reverse the inposition of the penalties in
question. The burden of proving that a negligence or
failure to file penalty should not be inposed is upon the
taxpayer, and where the taxpayer offers no evidence to
show why the penalties should not be inmposed, we nust
assune t hat theé apply.  (Appeal of Woodview Properties,
Inc., Cal. St. Bd. of Equal., Oct. 10, 4, Appeal of
Edward B. and Betty G Gllespie, Cal. St. Bd, o% Equal .,
Oct. 27, 1981.) consequenily, the only question presented
by this appeal is whether respondent properly recon-
structed appellants* income for the years at issue.

~Under the California Personal Income Tax Law, a
taxpayer is required to state the itens _of his gross in-
cone during the taxable year. (Rev. & Tax. Code, § 18401.)
Except as otherw se provided by |aw, gross incone is
defined to include *all i ncone from whatever source
derived" (Rev. & Tax. Code, § 170711, and it is well
established that any gain fromthe sale of narcotics con-
stitutes gross incone. (Farina v, McMahon, 2 A.F.T.R.24
(P-H) ¢ 58-5246 (1958).)

~ Each taxpayer is required to maintain such

accounting records asS will enable himto file an accurate
return, and in the absence of such records, the taxing
agency is authorized to conpute a taxpayer's incone b

atever nethod will, inits jud%nent, clearly reflec
incone. (Rev. & Tax. Code § 17651; |.R C. § 446.) Were
a taxpayer fails to nmaintain the proper records, an
approxi mation of net incone is justified even it the cal-
culation Is not exact. (_ng_gg_a_% of Siroos Ghazali, Cal.
St. sd. of Equal., Apr. 9, 1985.) Furthermore, the exis-
tence Of unreported Incone may be denonstrated by any
practical method of proof that is available and it is the
taxpayer's burden of proving that a reasonabl e recon-
struction of income is erroneous. (Appeal of MaAPcel
Robles, Cal. St. Bd. of Equal., June 28, 1979.)

_ Part of the assessments in question were based
con estimates derived from the cash expenditure method of
reconstructing income, a variation of the net worth
method. Both ofthese methods are used to indirectly
prove the receipt of unreported taxable income. (Appeal
of Fred Dale Stegnan, Cal. St. Bd. of Equal., Jan. 8§,
1985.) Tﬁ€‘ﬁ§T'TW%T1T met hod involves ascertaining a tax-
payer's net worth at the beginning and end of a tax
period. |If a taxpayer's net worth has increased during

that period, the taxpayer's nondeductible expenditures,
including living expenses, are added to the increase and
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| f that ampunt cannot be accounted for by his reported
income plus his nontaxable income, it is assumed to
represent unreported taxable income. The cash expendi -
ture nmethod nay be used when the taxpayer spends unce-
orted income rfather than accunulating it. (Appeal of
red Dal e Stegman, supra.) |n such a case, tﬁe govern-
ment estimates unreported taxable income by ascertaining
what portion of the noney spent during the tax period is
not attributable to resources on hand at the beginning of
the period, to nontaxable receipts, and to reported
income received during that period. (See Holland v.
United States, 348 U'S. 121 {99 L.Ed. 150] (1954):.
[adl 1anettl v. United States, 398 F.2d 558 (1st Cir.
1968).)

The use of the net worth method and the cash
expenditure net hod has been approved by the United States
Supreme Court. (Holland v. United States. supra; United
States v. Johnson.” 319u.S. 503 [87 L.Ed. 1546] (1943).)
In HBolland, a criminal action involving the net worth
method, the court, recognizing that the use of that
met hod placed the taxpayer at a distinct disadvantage,
established certain safeguards to mnimze the danger for
the innocent. One of these is the requirenent that the
governnent establish "with reasonable certainty ... an
agenln? net worth, to serve as a starting point from

ich to calculate future increases in the taﬁgaﬁer's
assets.” (Holland v. United States, supra, 348 U S. at
132.) The holding of _Hol Tl andeen extended to cases
i nvol'ving the cash expenditure nethod. (Dupree v. United
States, 218 P.2d 781 (5th Cir. 1955).) It has al so been
held to apply to civil cases in which the burden of proof
I's on the taxpayer rather than the governneeht. (Thomas
v. Conmi ssioner, 223 P.2d 83, 86 (6th Cr. 1955).7 1In
such cases, (he burden of proof remmins on the taxpayer,
but the record nmust contain at |east sone proof which
"makes clear the extent of any contribution which begin-
nlnP resources or a dimnution of resources over tine.
could have nade to expenditures." gTa |ianetti v. United
States, supra, 398 F.2d at 565.) |f such proof is lack-
ing, the government's deterninations are arbitrary and
cannot be sustained. (Taglianetti v. United States,
supra; Thonas v. Conmi ssSioner, supra.)

_ Respondent based its assessment for 1978 on the
belief that appellants were selllnﬂ narcotics during that
year and that the funds used for the down paynent on a
parcel ofreal property canme from those sales. Wether
appellants were in the drug trade in 1978 is not the
i ssue. Respondent's reconstruction of income for that
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year by neans of the cash expenditure nethod is flawed by
Its lack of evidence as to appellants' opening net worth.
(See Taglianetti v. _United States, supra.) There has
been No evidence presented to Indicate appellants' finan-
cial worth as of January 1, 1978, even as to incone they.
may have had prior to the years at issue. The only indi-
cation of appellants' income and opening net worth iIs
what they declared on their tax return in 1978. This
know edge of one year's income does not, however, give us
any insight into appellants' overall fé?anclal pi cture
prior to or during the years at ISsue. Consequent |y,

2/ while We agree with respondent that the cash expendi -
ture method of income reconstruction does not require the
same exactness as the net worth nethod requires in deter-
m ning the opening balance of a taxpayer, this case does
not present the necessary facts that nake clear the
extent ofanycontribution which beginning resources or a
dimnution of resources over time could have made to
expenditures. (Taglianetti v. United States, supra.) In
congtrast, the United States Supreme Court 1n Holland v.
United States, supra, approved of the jury's decision
That the taxpayers nust have made the expenditures in
guestlon.fron1current unreported incone as the taxpayer's
ismal financial situation over the prior 20 years
negated any possibility that they had accumul ated assets
sufficient to account foor any of the current expendi -
tures. The court also approved a finding in Friedberg v.
United States, 348 U.S. 142 [99 L.Rd. 188] (1854), that
fhe taxpayer could not have accunul ated $60,000 In a

hi dden cache when he filed no tax returns for the prior
10 years, adnitted to earning only $50 a week, and had
been unable to keep his $30-a-month nnrtqage current.
Lower f ederal courts have approved even 1ess restrictive
nmet hods of determning an openi ng bal ance:  borrow ng of
funds and | ow reported income during the six years prior
to the years at i1ssue contradicted taxpayer's claimof a
| arge cache built up in earlier years (Thomas v. Conmi S-
sioner, supra); the finder-of-fact examhe prior 20
years' tax returns and determ ned that at nopst the

t axpayer coul d have accumulated $28, 000 ( Hof fman v.
Conmmmi ssi oner, 298 P.2d 784 (3d Cir. 1962)7; failure toO
TrTe tax returns for the four years before the appeal

ear allowed the trier-of-fact to assune that the
axpayer's net worth at the beglnnln% of the appeal Kear
was zéero. (Cohen v. Conmi ssioner, 1/6 P.2d 394 (10th
Cir. 1949).) The compn ftactor 1n all of the above-cited

decisions is that the finder-of-fact had some know edge

(Continued on next page.)
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if we had to depend solely on the cash expenditure nethod
to reconstruct appellants' inconme for 1978, we could not
fhnd that the $100,000 constituted unreported incone for
that year.

Wiile this failure to establish an opening net
worth would normally end our inquiry in aﬁpellant§
favor, respondent has established, through a series of
adm ssions by M. Arnold, that apgellants had at | east
$94,000 in unreported income in 1978. A?parently, appel -
lants felt that by presenting an explanation to contra-
dict respondent's determnation as to the source of the
$100, 000, they would somehow discredit respondent's
determ nation. Appellants were mistaken. It "is of
little consequence how a taxpayer acquired the unreported
income as long as it has been shown that the income was
acquired from taxable sources during the year at issue.
(See Holland v. United States, supra.) During the
prot eST phase of "Therr appeal, M. Arnold stated that the
money for the down paynent on the property did not cone
fromthe illegal sale of drugs but from other sources, to
wit: $3,000 aIIe%edIy paid to M. Arnold for his work as ‘
a mechanic in 1978; $41,000 in exchange for the forgive-
ness of alleged ganbling debts incurred.in 1978 by the
seller; and an offset of an additional $50,000 for |abor
al | egedl y Perforned by M. Arnold for the seller during
1978," Furthermore, appellants reported $25,043 as income
on their 1978 tax return and have not presented proof
that any of the itens |isted above were included in the
reported income. Consequently, respondent's deternina-
tion that appellants earned unreported incone in 1978 is
confirmed, to the extent of $94,000, by appellants'
adm ssi ons.

VW note, however, that as to the final $6,000
of respondent's original 1978 estimate of income, there
Is nothing to contradict appellants' claim that that sum
was accumul ated through ganbling w nnings in 1977.

W thout an opening balance or an adm ssion that they
earned that noney in 1978, we are unable to concl ude that
the $6,000 was incone taxable in 1978.

2/ (Cont1 nued) _ _ _ _

of the taxpayer's past financial situation that allowed

it to deduce-the taxpayer's financial condition at the

begi nning of the appeal year. As stated above, there is
no such evidence presented i'n the case before us.
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In the sane vein, we are conpelled to disagree
with respondent's determnations for the years 1979 and
1980 wherein respondent determned that appellants had
monthly |iving expenses of $1,500 and that they purchased
a spa i1n 1980 for $2,000 cash allegedly obtained from
unreported income that year. As statéd above, the cash
expendi ture method of reconstruction requires the estab-
l'ishment of the opening net worth of a tax period to
validate the income estimation (Holland v. United States
supra; Taglianetti v. United States, supra), and in this
case no opening bal ance has been established wth any
certainty for anY of the years in question. Consequently,
the assessments for 1979 and 1980 nust be nodified to
exclude the alleged monthly |iving expenses of $1 500 and
the purchase of the spa, as there is nothing to show t hat
the alleged expenses were paid out of current unreported
i ncome.

The bal ance of respondent's 1979 incone esti-
mate was based on the sale of a tractor which was
evi denced by a receipt of sale. Respondent deternined
that appellants should have reported the sale proceeds as
income for 1979 and that they should have reported the
sale as ordinary income. ReSpondent's determination is
presunptively correct and it 1s appellants' burden to
prove otherw se. (aAppeal of 'Peter M and Anita B. Berk,
Cal. St. Bd. of Equal., June 27, 1984.) Appellants have
offered no argument to refute this finding. Consequently,
respondent's determnation that appellants received
$6,000 i n ordinary income in 1979 fromthe sale of the
tractor nust be upheld.

- W next consider the final elenments of respon-
dent's incone reconstruction for 1980. As we discussed
above in regard to the 1978 assessnent, respondent's
inclusion of the $55,800 cash and the cost of the metham-
Phetan1ne in appellants' 1980 i ncone woul d ordlnar||K

ail for lack of an opening net worth. Once again, how
ever, appellants have provided support for respondent's
determ nation by a series of adm ssions. Ia response to
the 1980 assessnent, appellants have argued that the drugs
and cash were not income to themas they were sinply

hol ding the nmoney and the drugs for their supplier.
Appel I ants have refused, however, to produce evidence
supporting their contention, allegedly out of "fear for
their lives." Wthout evidence to support this contention,
we do not find this explanation persuasive. M. Arnold
has adnmitted that the $55,800 represented sal es of
net hanphet ami ne he nade during 1980. Furthernore, M.
Arnol d has stated that his supplier advanced himthe
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met hanphetam ne during the sane year, and that appellants
were expected to rePay the advance fromthe sale of the
narcotics. As appellants have admtted to receiving that
incone in 1980 and have not supplied us with any persua-
sive evidence that they were merebailees of thé drugs
and _m)neyh they have not satisfied their burden of

a

provin t the incone was not taxable as 1980 incone.
(See é?peal of Marcel C.Robles, supra.) Cbnseguently,
respondent was correct rn rncluding the cash and the

whol esal e price of the drugs in appellants' 1980 incone.

A?ﬁejlants' final argument that respondent
overstated their 1980 income by erroneously failing to
allow a deduction for the cost of the goods sold is
mstaken. Argunents simlar to appellants' have been
consistently rejected by this board. (See e.g., éggg%i
of Gregory Flores, sr., Cal. st. Bd. of Equal., Awg. 1,
; Appe M. Salas and Betty Lee Reyes, Ca
St. Bd. of Equal., Feb. 28, 1984.) For taxable years
whi ch have not been closed b% a statute of limtations,
such as the years presentl efore us, no deduction for
cost of goodS sold fromil eg%l sales of controlled sub-
gtances i S allowed. (Rev. & Tax. Code, § 17297.5.)

In summary, we find respondent's reconstruction
of appellants' unreported income for the period in ques-
tion to be supPorted by the record on appeal except to

I

the extent that respondent determned: = (1) that appel-
lants' nonthly living expenses were paid out of unre-
ported income obtained during the years the expenses were
al l eged to have occurred; (2) that appellants purchased a
spa 1n 1980 with unreported incone fromthat year: and,
(3) that appellants had additional income of $6,000 in
1978 above their admtted unreported income. Respon-
dent's action in this matter will be nodified in accord-
ance with this opinion.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T |'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 18595 of the Revenue and Taxat i on
Code that the action of the Franchise Tax Board in
denying the petltlon of Dennis and Cynthia Arnold for
reassessnent of eopardy assessments of personal incone
tax and penalties as follo

Year or Period Anount
Denni s and
Cynthia Arnold 1978 $11,819.85*
Dennis Arnold 1979 467.50%*
1/1/80 to
5/1/80 4,049.00
Cynthia Arnold 1979 467 .50%*
1/1/80 to -
5/1/80 4,049.00

* | ncludes penalties.

be and the sane |s hereb nmodi fied in accordance wth
this opinion. al er respects, the action of the
Franchi se Tax Board |s sustalned.

Done at Sacramento, California, this 6th day
of Ma , 1986, by the State Board of Equal i zat i on,
with Board Members M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Ri chard Nevins , Chai r man
_Conway H Collis , Menber
Wlliam M Bennett ,  Menber
Ernest J. Dronenburg, Jr. , Menber
Wl ter Harvey* ,  Menber

*For Kenneth Cory, per Government Code section 7.9
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